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Guited States Circuit Court of Appeals 


For tHe NintH Crrcuir 


No. 11829 


MircHELL CAMERA CORPORATION, 
Petitioner 


Vv. 


CoMMISSIONER OF INTERNAL REVENUE, 
Respondent 


PETITIONER’S OPENING BRIEF 


JURISDICTIONAL STATEMENT 


Miichell Camera Corporation, petitioner, seeks the re- 
determination of a deficiency in federal income taxes de- 
termined by respondent to be payable for the taxable 
vear ended December 31, 1941. It filed its returns for 
the years involved with the Collector for the Sixth District 
of California. Jurisdiction of the proceedings was con- 
ferred upon the Tax Court of the United States by section 
1100 et seq. of the Internal Revenue Code (26 U. S. C. A. 
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section 110, et seq.). The provisions of section 1141 of 
the Internal Revenue Code (26 U.S. C. A. section 1141) 
give jurisdiction to this Court. The pleadings necessary 
to show the existence of jurisdiction are the Amended 
Petition for redetermination of deficiency (R. 5) and the 
answer thereto (R. 20). From the decision of the Tax 
Court (R. 68) determining a deficiency in income tax of 
$47,720.78 for the year 1941, petitioner has filed its Peti- 
tion for Review by this Court (R. 71). 


STATEMENT OF THE CASE AND QUESTIONS 
INVOLVED 


The principal issues in this case coneern the basis to 
petitioner of a group of patents which it purchased in 
1929 and the correct formula for depreciating such basis 
over the life of the patents. The facts are set out in 
detail in the opinion of the Tax Court (R. 26) but may 
be summarized as follows: 


The Mitchell Camera Company of California (herein- 
after referred to as Mitchell of California) (not the petti- 
tioner) for a number of years prior to 1929 was engaged 
in the business of manufacturing professional motion pic- 
ture cameras and accessories for the large motion picture 
studios in California. All of its business was in patented 
products manufactured under patents which it owned. In 
1929 the introduction of ‘‘sound’’ motion picture revolu- 
tionized the motion picture industry and Mitchell of Cali- 
fornia became the sole supplier of cameras for the major 
motion picture studios. This was because it produced a 
relatively noiseless camera as compared with that of 
competitors. Because of the patented features of the 
Mitchell camera it was practically impossible to use any 
other camera in the production of ‘‘sound’’ motion pic- 
tures (R. 28). 
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In the early part of 1929, Harley L. Clarke became 
interested in acquiring the business and assets of Mitchell 
of California (R. 28, 29). He communicated with William 
Fox, who also agreed to take an interest in this acquisi- 
tion (R. 30, 31). On June 6, 1929, Clarke contracted to 
purchase all the assets of Mitchell of California for 
$1,475,000.00. 


In 1929, Clarke owned ‘‘just over control’’ in General 
Theatres Equipment, Inc. It received $11,400,000 from the 
sale of its securities (R. 45). Of this fund $2,000,00 was 
used to acquire half of the capital stock of Grandeur, 
Inc. (R. 45, 34). (An additional $3,000,000 was paid to 
Clarke to acquire four lamp companies in a transaction 
not directly here involved) (R. 48). William Fox acquired 
the other half of Grandeur’s stock for $2,000,000 (R. 34, 
45). Clarke was president of Grandeur and of General 
Theatres Equipment Inc. (R. 56). 


Petitioner was incorporated in the State of Delaware 
on July 12, 1929 (R. 38). Clarke became its president 
(R. 56). Its charter provided that a director’s transac- 
tions with the corporation should not be voidable in the 
absence of fraud or non-disclosure, and that he need 


not account for the profit on any such transaction (R. 38, 
39). 


On July 12, 1929, Clarke proposed to sell to petitioner 
for $3,100,000.00 in cash all of the assets of Mitchell of 
California (R. 40; Ex. 1). Petitioner accepted this offer 
at a meeting of its board of directors on July 16, 1929 
(R. 41; Ex. 2). At the same meeting, Clarke presented 
to petitioner a proposal by Grandeur, Ine., to purchase all 
of petitioner’s capital stock for $3,100,000 (R. 41), and 
petitioner accepted this proposal (R. 42). 


The above agreements were duly carried out. Clarke 
caused Mitchell of California and its stockholders to trans- 
fer to petitioner, or to an escrow agent, the assets which 
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Clarke had previously contracted to purchase (R. 22, 42, 
44). Clarke paid Mitchell of California’s stockholders 
$1,475,000 for the assets in accordance with his agree- 
ment (R. 44). He testified that he also paid between 
$350,000 and $400,000 in commissions on the purchase 
(R. 117, 118, 122). Grandeur deposited to petitioner’s 
aceount its check in payment for petitioner’s stock (R. 46). 
Petitioner issued its check to Clarke for $3,000,000 ($100,- 
000 having been previously paid) for the Mitchell of 
California assets in accordance with its agreement (R. 47). 


In settlement of an income tax controversy for the 
years 1930 and 1931 respondent, in a computation dated 
January 5, 1934, fixed, as petitioner’s basis for the Mitchell 
of California assets, the price which Clarke had paid for 
those assets, and computed depreciation accordingly (R. 50, 
51). Petitioner executed a waiver, Treasury Form 870, 


agreeing to revised deficiencies on this basis for those years 
(Un, ll, 82), 


For the taxable years 1939, 1940 and 1941, respondent 
proposed to revise the patent depreciation which petition: 
had reported on its returns (R. 54). His theory, as in 
his 1934 computation, was to fix petitioner’s cost of the 
patents at what he determined to be Clarke’s cost, and 
to depreciate or spread this cost over the average life 
(12.3666 vears) of the group of patents from the date 
of their acquisition (R. 23, 24, 54, 55). The petitioner 
seeks to have the cost spread over the full life of the 
patents. This, together with minor issues not involved in 
this appeal, resulted in a notice of deficiency in income 
and declared value excess profits taxes for 1941 in the 
amounts of $71,301.66 and $2,177.28 respectively (R. 26). 
The years 1939 and 1940 are also involved because of 
earry over net losses for those years (R. 26). 


Petitioner duly filed its petition with the Tax Court of 
the United States, and, after hearing, the Tax Court 
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entered its findings of fact and opinion sustaining the 
respondent on the depreciation issues (R. 26, 57). Peti- 
tioner then filed, but the Tax Court denied, a motion re- 
questing the Tax Court to vacate its findings of fact 
and opinion on the ground that it had failed to observe 
the procedures prescribed by the Administrative Pro- 
cedure Act (60 Stat. 237, 5 U. 8. C. $1001) (R. 69). 


Following the entry of the above opinion, respondent 
filed a computation, in which petitioner acquiesced subject 
to right of appeal, reducing the asserted income tax de- 
ficiency of petitioner for the year 1941 to $47,720.78 and 
eliminating the deficiency in declared value excess profits 
tax. The Tax Court on September 9, 1947, entered its 
final decision determining a deficiency in accordance with 
this computation (R. 68). From this decision, petitioner 
filed its petition for review by this Court (R. 71). 


The questions involved on this review are: (1) Method 
for determining the basis for depreciation of patents which 
petitioner acquired when it purchased from Harley L. 
Clarke all the assets of Mitchell of California; (2) whether 
the Tax Court could properly exclude from Clarke’s cost 
of the assets commissions which he testified he paid to 
acquire them; (3) whether the depreciation on a group 
of patents having varying lives should be spread over the 
average life, or over the full life of all the patents under 
a proper formula; (4) whether the basis of patents for 
the years involved may be adjusted to reflect the correct 
cumulative depreciation for prior years to the extent that 
excessive depreciation charges erroneously taken did not 
result in tax benefit; (5) whether the Tax Court is an 
agency subject to the Administrative Procedure Act, and 
if so, what effect this has on its procedures and the scope 
of review of its decisions. 
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SPECIFICATION OF ERRORS RELIED ON 


1. The Tax Court erred in not holding and deciding 
that the correct basis for depreciation of the patents 
which petitioner acquired when it purchased the assets 
of Mitchell of California was $3,100,000.00, less the agreed 
value of the tangible assets. 


2. The Tax Court erred in holding and deciding that 
the basis for depreciation of patents which petitioner pur- 
chased from Harley L. Clarke is to be determined by 
reference to the price which Clarke paid to Mitchell of 
California for its assets. 


3. The Tax Court erred in holding and deciding that 
the assets of Mitchell of California acquired by petitioner 
included substantial value in goodwill and intangibles 
other than patents, and that any part of the purchase 
price was paid for such goodwill and intangibles. 


4. The Tax Court erred in holding and deciding that 
a figure other than the stipulated value of the net tangible 
assets might be deducted from the total cost of the 
assets formerly owned by Mitchell of California in arriv- 
ing at the cost basis to petitioner of the patents included 
in such assets. 


5). The Tax Court erred in uot holding and deciding 
that the $350,000.00 to $400,000.00 which the Government 
witness, Harley L. Clarke, testified without contradiction 
that he paid as commissions to acquire the assets of 
Mitchell of California must be added to Clarke’s cost of 
the assets if such cost is to be treated as the cost of 
assets to petitioner. 


6. The Tax Court erred in holding and deciding that 
the Commissioner might properly compute depreciation 
on the group of patents acquired by petitioner on the 
basis of the average life of the patents, rather than by 
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spreading depreciation over the entire life of all the 
patents. 


lord 


7. The Tax Court erred in not holding and deciding 
that, where petitioner through error took depreciation for 
the years 1932 through 1938 in excess of the correct 
amount, but except for the year 1936 received no tax 
benefit as a result, the basis for computing depreciation 
for the years in controversy should be adjusted to reflect 
the correct amount of depreciation for earlier vears. 


8. The Tax Court erred in entering its final order and 
decision that there is a deficiency in petitioner’s income 
tax for the year 1941 of $47,720.78. 


9. The Tax Court erred in denying petitioner’s motion 
to set aside its memorandum findings of fact and opinion 
for the reason that the Tax Court is an agency of the 
United States within the meaning of the Administrative 
Procedure Act (Chapter 324, 60 Stat. 237, 5 U.S. C. $1001), 
and petitioner was given no opportunity as required by 
that Act to submit objections or to file exceptions to 
said opinion or ‘‘initial decision’’ prior to its issuanee, 
or to obtain review by the Tax Court of the report of 
the Judge who heard the case. 


STATUTES AND REGULATIONS INVOLVED 


Internal Revenue Code 4939). 
“Src. 23. Depuctions From Gross INCOME. 


‘‘Tn computing net income there shall be allowed as 


deductions: 
66 t *¥ ae 


**(1) Deprectation.—A. reasonable allowance for 
the exhaustion, wear and tear of property used in the 
trade or business, including a reasonable allowance 
for obsolescence. * * *”’ 
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‘“‘(n) Basis for Depreciation and Depletion—The 
basis upon whieh depletion, exhaustion, wear and 
tear, and obsolescence are to be allowed in respect of 
any property shall be as provided in section 114.’’ 


‘*Sec. 114. Basis ror DEPRECIATION AND DEPLETION. 


‘‘(a) Basis for Depreciation—The basis upon 
which exhaustion, wear and tear, and obsolescence are 
to be allowed in respect of any property shall be the 
adjusted basis provided in seetion 113 (b) for the 
purpose of determining the gain upon the sale or other 
disposition of such property.’’ 


‘‘Sec. 1138. Apsustep Basis ror DETERMINING GAIN on 
Loss. 


‘‘(a) Basis (wnadjusted) of property.—The basis 
of property shall be the cost of such property; except 
that—* * * 


‘“(b) Adjusted Basis —The adjusted basis for de- 
termining the gain or loss from the sale or other dis- 
position of property, whenever acquired, shall be the 
basis determined under subsection (a), adjusted as 
hereinafter provided.”’ 


‘*(1) General Rule——Proper adjustment in respect 
of the property shall in all cases be made—* * * 


‘¢(B) in respeet of any period since February 28, 
1913, for exhaustion, wear and tear, obsolescence, 
amortization, and depletion, to the extent allowed (but 
not less than the amount allowable) under this chapter 
Or prior income tax laws. * * *.”’ 


‘<Sec, 1100. Srarus. 


“The Board of Tax Appeals (hereinafter referred 
to as the ‘Board’) shall be continued as an independ- 
ent agency in the Exeeutive Branch of the Govern- 
meut. The Board shall be known as the Tax Court 
of the United States and the members thereof shall 
be known as the presiding judge and the judges of 
The Tax Court of the United States.”’ 

“Sec. 1116. Hrarines. 


‘‘Notice and opportunity to be heard upon any 
proceeding instituted before the Board shall be given 
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to the taxpayer and the Commissioner. * * * Hear- 
ings before the Board and its divisions shall be open 
to the public, and the testimony, and, if the Board 
so requires, the argument shall be stenographically 
reported. * * *”? 


Administrative Procedure Act, 60 Stat. 237,5 U.S. C. 
§1001). 


“Sec. 2. As used in this Act— 


‘‘(a) AcEncy.—Agency means each authority 
(whether or not within or subject to review by another 
agency) of the Government of the United States 
other than Congress, the courts, or the governments 
of the possessions, Territories, or the District of 
Columbia. * * *”’ 


‘Sec. 5. In every case of adjudication required by 
statute to be determined on the record after oppor- 
tunity for agency hearing * * * 


‘“(b) Procepure.—The agency shall afford all in- 
terested parties opportunity for * * * hearing, and 
decision upon notice and in conformity with sections 
(amdss,”” 


‘‘Sec 7. In hearings which section * * * 5 requires 
to be conducted pursuant to this section— 


‘‘(a) Prestpinac Orricers.—There shall preside at 
the taking of evidence (1) the agency, (2) one or more 
members of the body which comprises the agency, or 
(3) one or more examiners appointed as provided in 
iicmecr; ~ * *,?? 


‘‘Sec 8. In eases in which a hearing is required to 
be conducted in conformity with section 7— 


‘‘(a) Action By SuBorpINATES.—In cases in which 
the agency has not presided at the reception of the evi- 
dence, the officer who presided * * * shall initially 
decide the case or the agency shall require * * * the 
entire record to be certified to it for initial decision. 
Whenever such officers make the initial decision and 
in the absence of either an appeal to the agency or 
review upon motion of the agency within time pro- 
vided by rule, such decision shall without further 
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proceedings then become the decision of the agency. 
* * * Whenever the ageney makes the initial decision 
without having presided at the reception of the evi- 
dence, such officers shall first recommend a decis- 
ion * * ge) 


‘‘(b) SusmitrTaALs and Decisions.—Prior to each 
recommended, initial, or tentative decision, or decision 
upon ageney review of the decision of subordinate 
officers the parties shall be afforded a reasonable 
opportunity to submit for the consideration of the 
officers participating in such decisions (1) proposed 
findings and conclusions, or (2) exceptions to the 
decisions or recommended decisions of subordinate of- 
ficers or to tentative agency decisions, and (3) sup- 
porting reasons for such exceptions or proposed find- 
ings or conclusions. The record shall show the ruling 
upon each such finding, conclusion, or exception pre- 
sented. All decisions (including initial, recommended, 
or tentative decisions) shall become a part of the 
record and include a statement of (1) findings and 
conclusions, as well as the reasons or basis therefor, 
upon all the material issues of fact, law, or discretion 
presented on the record; and (2) the appropriate 
rule, order, sanction, relief, or denial thereof.’’ 


‘Sec. 10. Except so far as (1) statutes preclude ju- 
dicial review or (2) ageney action is by law ¢om- 
mitted to agency disecretion— 


EY * * * 


(e) Scorn or Rkrview.—So far as necessary to 
decision and where presented the reviewing court shall 
decide all relevant questions of law, interpret consti- 
tutional and statutory provisions, and determine the 
meaning or applicability of the terms of any agency 
action. It shall * * * (B) hold unlawful and set aside 
agency action, findings, and conclusions found to be 
(1) arbitrary, capricious, an abuse of discretion, or 
otherwise not in accordance with law; * * * (4) with- 
out observance of procedure requir ed by law; (5) un- 
supported by substantial evidence in any case subject 
to the requirements of sections 7 and 8 or otherwise 
reviewed on the record of an agenev hearing provided 
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by statute; * * * In making the foregoing determina- 
tions the court shall review the whole record or such 
portions thereof as may be cited by any party * * *.” 


Commissioner’s Regulations 103. 
‘* Seo. 19.23 (1)-1. Depreciation. * * * 


‘The proper allowance for such depreciation of any 

property used in the trade or business is that amount 
which should be set aside for the taxable vear in 
accordance with a reasonably consistent plan (not 
necessarily at a uniform rate), whereby the aggre- 
gate of the amounts so set aside, plus the salvage 
value, will at the end of the useful life of the prop- 
erty in the business, equal the cost or other basis of 
the property determined in accordance with section 
ieee *.?’ 
“Sec. 19.23 (1)-7. Depreciation of patent or copy- 
right—‘‘* * * The allowance should be computed by 
an apportionment of the cost or other basis of the 
patent or copyright over the life of the patent or 
copyright since its grant, or since its acquisition by 
the taxpayer, or in the case of a copyright, since 
March 1, 1913, as the case may be. * * *.”’ 


SUMMARY OF ARGUMENT 


1. The petitioner’s basis for its patents acquired in 
1929 is its cost. All of the evidence shows that petitioner’s 
cost of the assets of Mitchell of California was $3,100,000, 
the price which it paid Harley L. Clarke for those assets. 
It is irrelevant to a determination of petitioner’s cost, 
and therefore basis, that Clarke paid a lesser sum for the 
assets in a prior transaction; nor may Clarke’s profit 
be excluded in determining petitioner’s cost simply because 
Clarke was an officer of, and had an interest in, petitioner. 


2. Petitioner’s cost or basis for the patents was $2,860,- 
178.95, the difference between its cost of all the assets 
and the stipulated value of the tangible assets. No part 
of the price which petitioner paid to Clarke for the assets 
is attributable to good will because all of Mitchell of Cali- 
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fornia’s value, apart from tangibles, was in patents. As 
the Tax Court found, Mitchell’s monopoly position in the 
camera industry and its large backlog of orders in 1929 
were due to the patented features of the Mitchell camera 
(R. 28). Moreover, the parties testified without contra- 
diction that the entire consideration for the assets, above 
the cost of the tangibles, was paid for patents—not for 
good will or anything else. 


3. The Tax Court erred in sustaining a deduction of 
$294,842.41 from total cost in arriving at the cost of the 
patents, when a value of $239,821.05 for the tangible 
assets was stipulated. he difference of $55,021.36 is not, 
as the Tax Court says, attributable to intangibles other 
than good will for no such intangibles existed. Instead 
this difference has its origin in an error which respond- 
ent’s agent made in a 1934 computation (R. 51) in the 
exact amount of $55,021.36. 


4. If petitioner’s basis is to be measured by Clarke’s 
cost, $350,000 which Clarke paid in commissions to acquire 
the Mitchell assets must be included as part of his cost 
of those assets. The evidence that Clarke paid these com- 
missions to secure the Mitchell assets was clear, uncon- 
troverted, and came from respondent’s own witness. The 
Tax Court erred in holding that more evidence was re- 
quired to sustain the commission payment, but even if 
this were true it should have afforded the parties an 
opportunity to adduce such evidence. 


). Patents must be depreciated over their full life. 
The respondent’s regulations, implementing the statute, so 
provide. Where a group of patents are acquired, having 
varying lives, this requirement is met by applying the 
formula used in Stmmons Company v. Commissioner, 
S BTA 651, 644, aff’d 33 F. 2d 75. Under this formula the 
allowable depreciation in each year is an amount which 
bears the same ratio to the total value of all the patents 
as the patent life expiring in that year bears to the total 
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unexpired life on the acquisition date. This is the only 
formula which spreads depreciation over the full life of 
all the patents and thus conforms to the respondent’s regu- 
lations. Respondent’s imsistence that patent deprecia- 
tion be taken instead on an ‘‘average life’’ basis would 
result in exhaustion of the basis for depreciation while 
seventeen of the thirty patents were still alive; the aver- 
age life formula, as applied to these patents, is there- 
fore contrary to respondent’s own regulations. Since the 
formula which petitioner desires to use is admittedly 
proper, it should not be required to use some other 
formula which the respondent proposes. 


6. The amount of depreciation by which patent basis 
was reduced to December 31, 1938 should be adjusted 
to reflect the correct cost basis and the correct method 
of spreading depreciation. This will not result in unde- 
served advantage to petitioner since it secured no tax 
benefit from the excessive depreciation charges. Virginian 
Hotel Corporation v. Helvering, 319 U. 8. 523, does not 
preclude adjustment of depreciation on intangibles. Fur- 
thermore the present case involves merely correction of 
mathematical errors, where no tax benefit resulted there- 
from. 


7%. The Tax Court is subject to the Administrative 
Procedure Act. It is not a court but is by law ‘‘an inde- 
pendent agency in the executive branch of the Govern- 
ment.’’? The legislative history of the Act shows that 
Congress intended it to apply to all agencies, including 
the Tax Court. The Tax Court’s procedures and judicial 
review of its decisions are therefore governed by that 
Act. Although the doctrine of Dobson v. Commissioner, 
320 U. S. 489, does not in any event preelude full review 
of the issues in this case, the judicial review provisions 
of the Administrative Procedure Act provide additional 
independent grounds for such review here. Lincoln Elec- 
tric Co. v. Commissioner, 162 F. 2d 379 (CCA 6th). The 
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Tax Court’s failure to observe the procedural require- 
ments of the Act is a further reason for reversal. 


ARGUMENT 
I 


The Correct Basis for Depreciation of the Patents Which 
Petitioner Acquired When it Purchased the Assets of 
Mitchell of California Was the Difference Between 
What it Paid for All the Assets and the Agreed 
Value of the Tangible Assets. 


The basis for depreciation of the patents which peti- 
tioner acquired when it purchased the assets of Mitchell 
of California is its cost of those patents. Sections 114 (a), 
113 (b), 113 (a), Internal Revenue Code. This much is 
undisputed. Determination of petitioner’s cost of the 
patents requires, first, a determination of petitioner’s 
cost of all the assets, and then an allocation of the 
proper portion of this cost to patents. 


A 


Petitioner’s cost of all the assets was $3,100,000 because 
that is what it paid for them. 


Harley L. Clarke bought the assets from Mitchell of 
California at one price and sold them to petitioner at 
another. The question in this case is petitioner’s basis 
for those assets—not Harley L. Clarke’s. Accordingly, 
petitioner’s basis is to be determined by the price which 
petitioner paid—not by the price which Clarke paid in a 
prior transaction. Cost means ‘‘cost to the taxpayer.”’ 
‘*A property may have a cost history quite different 
from its cost to the taxpayer.’’ Detroit Edison Co. v. 
Commissioner of Internal Revenue, 319 U.S. 98, 102. 
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All of the evidence shows that petitioner’s cost—the 
price which it paid for the assets, was $3,100,000; there 
is no evidence whatever to the contrary. The Tax Court’s 
findings of fact recite: (1) that on July 12, 1929, ‘‘a pro- 
posal signed by H. L. Clarke was made to petitioner to 
transfer to it all the properties, business, and assets of 
Mitchell of California for a stated consideration of 
$3,100,000 in cash’? (R. 40) (see also Stip. 138, R. 22); 
that on July 16, 1929, at a meeting of petitioner’s board 
of directors, ‘‘a resolution was adopted accepting Clarke’s 
July 12, 1929 proposal to sell the assets of Mitchell of 
California to petitioner for $3,100,000 and authorizing its 
proper officers to execute all necessary documents to carry 
this resolution into effect’? (R. 41) (see also Stip. 14, 
R. 22); (8) that on July 27 and 29, 1929, all of the assets 
of Mitchell of California were transferred to petitioner 
(R. 42, 44) (see also Stip. 5, R. 22); (4) that on August 
2, 1929, petitioner’s account at the Chase National Bank 
‘‘shows a withdrawal of $3,000,000, representing a check 
issued to Clarke,’’ and that, on the same date, ‘‘H. L. 
Clarke’s Account at Chase National Bank shows a deposit 
of petitioner’s check for $3,000,000’ (R. 47). The reve- 
nue agent’s computation, reproduced in the Tax Court’s 
opinion (R. 51), shows ‘‘cost of assets—Mitchell Cam- 
era Co. of California * * *’’ at $3,100,000.00. Counsel 
for respondent in his opening statement in the Tax Court, 
stated that the assets ‘‘were acquired by Mr. Clarke 
* * * for $1,475,000’ and later ‘‘transferred to the new 
corporation [petitioner] at a stepped-up basis of $3,100,- 
000.00’? (R. 90). Mr. Clarke, whom the Government sub- 
poenaed as a witness, testified that petitioner ‘‘paid $3,100,- 
000 out of its funds to acquire the assets from me under 
my offer of July 12, 1929’’ (R. 123), and that he received 
that consideration (R. 106, 124). 


While apparently recognizing all this, the Tax Court 
held that petitioner’s basis must nevertheless be deter- 
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mined by reference to the price which Clarke paid rather 
than the price which petitioner paid. The Tax Court’s 
position seems to be that, because Clarke was an officer 
of petitioner, had helped to organize it, and, with Fox, 
owned other interests which controlled petitioner, any 
profit which Clarke made on a deal with petitioner must 
be excluded in determining petitioner’s cost (R. 63, 64). 


Of course Clarke made a large profit on this deal. 
These transactions took place in the year 1929 at the 
height of the speculative ‘‘boom’’ period. Clarke was a 
promoter, and large promotional profits in deals of this 
kind were commonplace. Petitioner’s charter specifically 
provided that a director of the corporation should not 
be disqualified from dealing with the corporation ‘‘as a 
vendor, purchaser or otherwise,’’ that such transactions 
should not be void or voidable in the absence of fraud, 
and that no director should ‘‘be liable to account to this 
Corporation for any profit realized by him from or through 
any such transaction’’ when ratified by the other directors 
(R. 38, 39). Clarke made a profit out of the transaction 
such as the charter contemplated, and was taxable on it. 
He made similar profits on his purchase and sale of the 
four lamp companies (R. 122, 125). These facts serve 
to strengthen, rather than to weaken, petitioner’s con- 
tention that it actually paid $3,100,000 for the assets—that 
is, Clarke’s cost plus Clarke’s profit. Clarke testified 
on cross-examination that after he contracted to buy these 
properties he could have transferred them to anyone 
(R. 125). Had he sold them to a company in which he 
had no interest, that purchaser’s cost would of course 
have included Clarke’s cost plus Clarke’s profit. There 
is no more justification for excluding Clarke’s profit from 
petitioner’s cost, as respondent seeks to do, simply be- 
eause Clarke’s promotional activities may have put him 
in a better position to make this sale and realize this 
profit. 


Cy 


Clarke’s transactions with, and interests in, other cor- 
porations are not relevant to, and do not alter the fact 
that he sold the assets in question to petitioner for 
$3,100,000 and that petitioner paid him that price for the 
assets. Petitioner submits that this fact, which cannot be 
disputed on the evidence, conclusively determines petition- 
er’s cost, and therefore basis. 


In Commissioner of Internal Revenue v. Matheson, 82 ¥. 
2d 380 (CCA 5), the taxpayer, who was co-executor and 
one of the legatees of his father’s estate, agreed to accept 
certain stock of the estate at a price of $130,700 as a 
credit against his legacy. On the date of the agreement, 
the market value of the stock was only $111,200. Later, 
when taxpayer sold the stock, he claimed that his cost 
basis for measuring loss was $130,700. The Commissioner 
argued that taxpayer would not have bought the stock 
at a price well above market value from any one else, 
that there must have been some personal motive or other 
consideration in his paying the difference, and that the 
correct basis was $111,200. The Court, however, sus- 
tained the taxpayer, and held that the Board was not at 
liberty, without evidence, to suppose a different con- 
sideration for the stock from that which taxpayer paid. 


The present case 1s much stronger from petitioner’s 
point of view. Unlike the taxpayer in the Matheson case, 
appellant could not have gone into the market and pur- 
chased the assets for a lesser sum. In these circum- 
stances, the Tax Court could not properly determine 
that petitioner’s cost was something different from the 
price it concededly paid... 


Nothing in Dobson v. Commissioner, 320 U. S. 489, 
precludes a full review of this question by this Court. 
The Supreme Court in the Dobson case left unchanged the 
principle that the Tax Court is still subject to review 
and reversal on questions of law, or on conclusions which 
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lack substantial support in the evidence. Whether peti- 
tioner’s basis for assets which it purchased should be 
measured by the price which it paid, or the price which 
Clarke paid, is a clear cut question of law, for it involves 
a determination of what the statute means when it fixes 
‘‘cost’’ as the basis for depreciation. Moreover, in this 
ease, the evidence is clear and uncontroverted that peti- 
tioner paid $3,100,000 for the assets. The Tax Court’s 
contrary conclusion has no support whatever in the ree- 
ord, and is inconsistent with its own findings of fact 
(supra, p. 15). Cf. Lawton v. Commissioner, decided 
November 24, 1947 (CCA 6th). 


B 


Petitioner’s cost of the patents was $2,860,178.95—the dif- 
ference between its cost of all the assets and the 
agreed value of the tangibles. 


We have shown that petitioner’s cost for all the Mitchell 
of California assets was $3,100,000. The stipulated value 
of the tangible assets acquired in that transaction is 
$259,821.05 (Stip 77, R. 23). The difference, or $2,860,- 
178.95, is what petitioner paid for the patents, and there- 
fore the basis on which patent depreciation should be com- 
puted. 


The respondent contends, however, and the Tax Court 
held, that the assets included very substantial good will 
value, to which a large part of petitioner’s purchase 
price must be attributed (R. 94, 63). 


This argument is apparently presented as an_alter- 
native to the argument that petitioner’s cost of the asscts 
was not $3,100,000. In other words, respondent would 
apparently disallow, as part of petitioner’s cost of the 
assets, the portion thereof representing Clarke’s profit; 
or, if that cannot be done would allocate that portion 
of the cost to ‘‘good will’? (R. 94). In reality, these 
arguments are not alternatives, but are different ways 
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of saying the same thing—that is, that the price which 
Clarke paid for the assets, rather than the price which 
petitioner paid, controls. For if, as seems clear from 
the respondent’s own computation (R. 51), the assets 
did not include good will values in the hands of Clarke 
after he purchased them from Mitchell of California, 
they did not suddenly take on such values in the six 
weeks before he sold them to petitioner. The difference 
in the two prices was attributable not to good will, but 
to Clarke’s profit. And, as we have shown under sub- 
head ‘‘A,’’ there is no basis for excluding this profit 
from petitioner’s cost. The question of such exclusion 
being one of law in determining what constitutes ‘‘cost’’ 
under the statute, the Dobson rule, as we have pomted 
out above (p. 18), is inapplicable here. 


In any event, there was no evidence from which the Tax 
Court could find that any part of the price which peti- 
tioner paid for the Mitchell of California assets was for 
good will. All the evidence is to the contrary. George 
A. Mitchell, who had been the engineer in charge of 
production and development of Mitchell of California, 
testified that the business of that corporation in 1929 
was based upon its patents; that it was the only company 
having a quiet camera which could be used with sound 
pictures, so that it had a monopoly on cameras for use 
with sound; that the company’s position in 1929 was due 
to its patents, and that good will was not a factor in the 
business in 1929 (R. 99, 100). Mr. Clarke, testifying 
as a government witness, stated that the business of 
Mitchell Camera of California was the manufacture of 
motion picture cameras under patents; that his purpose 
in purchasing Mitchell of California was to obtain that 
corporation’s patents and the right to build 70 millimeter 
cameras (R. 123). Mr. Fox testified that Mitchell Camera 
of California had previously built a wide film camera for 
him partly under its patents, and that the purpose of 
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buying the company was to obtain these patents; that 
Mitchell of California’s value to Grandeur was the value 
of its patents; that his interest in the company was based 
entirely upon the patents which it owned—not upon its 
good will, machinery, or buildings (R. 131). The record 
shows that none of this testimony was disputed or con- 
tradicted in the shghtest degree. The Tax Court’s find- 
ings of fact are in accord with it, for it found that ‘‘all 
of [Mitchell of California’s] business was in patented 
products manufactured under patents owned by it,’’ and 
‘‘because of the patented features of the Mitchell camera, 
it was practically impossible to use any other camera in 
the production of ‘sound motion pictures’ * * *.’’ (R. 28). 
In these circumstances, the Tax Court was not at liberty 
to disregard the testimony of these witnesses. Belridge 
Oil Co. v. Commissioner, 85 Fed. 2d 762 (CCA 9): C. H. 
Mead Oil Co. v. Commissioner, 72 F. 2d 22, 25 (CCA 4th) ; 
Lawton v. Commissioner, CCA 6th, decided November 24, 
1947; Foran v. Commissioner, CCA 5th, decided January 
20, 1948. 


The monopoly in the sound film field which Mitchell 
of California enjoyed solely because of its patents amply 
substantiates the testimony of the witnesses that the value 
of the company was in those patents—not in good will, 
or something else. In Council Tool Co. v. Commissioner, 
8 B. T. A. 1046, it was held that where petitioner had 
climinated competition by purchase of competitors assets, 
its success thereafter was attributable, not to good will 
of the former competitor, but to absence of competition. 
This result was reached although the resolution author- 
izing the purehase recited good will along with other 
assets, and although the purchasing corporation carried 
good will on its books for a number of years after the 
purchase. 


The Tax Court’s finding that there was substantial 


value in good will in the face of this strong, uncontro- 
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verted evidence is based upon book entries, and the fact 
that Mitchell of California was a successful corporation, 
recognized as producing ‘‘the best motion picture cameras 
available’’ and had back orders (R. 63). But errors of 
fact cannot be perpetuated because they are a part of an 
adjustment of tax liability for a prior year, or because 
they result from erroneous book entries. Doyle v. Mitchell 
Bros., 247 U.S. 179, 187, Isbell Porter Co. v. Commission- 
ers, 40 F. 2d 482 (CCA 2d). This Court has pointed 
out that: 


‘‘As is well known, book values assigned to ecor- 
porate assets are often arbitrary, and their general 
unreliability is everywhere recognized.’’ Spreckels- 
Rosekrans Investment Co. v. Lewis, 146 EF. 2d 982 
(CCA 9). 

Mitchell of California’s success and recognition in the 
motion picture camera field, to which the Tax Court 
refers, instead of showing that the company had or sold 
good will as a separate asset, emphasizes the value of 
the company’s camera patents. The Tax Court expressly 
found that the company’s monopoly position and back 
orders came about ‘‘because of the patented features of 
the Mitchell eamera’’ (R. 28). Any other monopoly 
owner of these patents would have had similar success, 
recognition, and orders. Without these patents, Mitchell 
of California would have had none of these things, nor 
could it have obtained or filled its orders. In this situa- 
tion, good will could have no separate existence, for 
such value as the business had lay in the value of the 
patents. 


Moreover, the evidence is undisputed that Clarke and 
Fox gave no thought to good will in making this purchase. 
They were interested only in patents, and it was for 
patents alone that the consideration was paid (R. 123, 
131). 
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The authorities are agreed that where a mixed aggre- 
gate of tangible and intangible assets are acquired for 
one consideration, and the business is one dependent for 
earnings upon patents, the cost to the purchaser of the 
patents is the price paid over and above the tangibles. 


In Republic Steel Corp. v. U. S., 40 EF. Supp. 1017 
(Court of Claims), plaintiff’s subsidiary had purchased 
all of the property and assets of a company ealled Steel 
& Tubes No. 1 at a price of $19,556,992.43. It was undis- 
puted that the tangible assets were worth $7,094,332.04. 
The question concerned the cost, as basis for deprecta- 
tion, of the patents included in the assets. The plain- 
tiff claimed that the balance of the purchase price above 
the tangibles was paid for the patents, while the defendant 
claimed that part of this price was for good will. The 
Court of Claims sustained the plaintiff’s position. In this 
connection, the Court said: (40 F. Supp. at 1023): 


(ce = * Apparently Steel and Tubes No. 1 did 
not consider that it had any good will separate and 
apart from its patents; in other words, if it dis- 
posed of its patents, it would not have any good 
will. Its president so testified, and it gave no value 
to it on its books. The plaintiff says it placed no 
value on it in determining whether or not to pay 
the price demanded. 

‘‘But the defendant says the parties overvalued 
the patents, that they were not worth the sum at 
which the parties valued them, and it argues at 
length in support of this proposition. This may or 
may not he true; they may not have been worth 
what the parties thought they were. But the fact 
remains that they were purchased on the parties’ 
valuation of them, and not on their actual value. 
The amonnt of $19,556,992.43 was paid for all the 
assets, the tangible assets were worth $7,091,332.04, 
leaving $12,462,660.39 as the price paid for the in- 
tangible assets. The only intangible assets regarded 
by the parties as of any value were the patents, so 
it must follow that this sum was paid for the pat- 
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ents. It may be that the seller’s good will really 
did have a value, but if the parties did not think so 
and, in computing the price to be paid, gave it no 
value, it must be eliminated from consideration in 
computing the amount paid for the other assets.’’ 


Petitioner’s case is on all fours with the Republic Steel 
ease. As in that case, the parties here did not consider 
that Mitchell of California ‘‘had any good will separate 
and apart from its patents’? and gave no consideration 
to good will in making the purchase (R. 123, 131). The 
crux of that case, equally applicable to this one, is em- 
bodied in the Court’s statement that— 


‘The only intangible assets regarded by the parties 
as of any value were the patents, so, it must follow 
that this sum [balance over tangibles] was paid for 
the patents.’’ 


In Illinois Pipe Line Company v. Commissioner, 37 BTA 
1070, 1079, taxpayer purchased assets of the Ohio Oil Co. 
consisting of pipe line properties for $20,000,000 worth 
of stock. Taxpaver claimed that the cost of the de- 
preciable assets was $18,799,415, while the Commissioner 
claimed that their cost was only $10,191,412.14, attribut- 
ing the difference to ‘‘geing concern’’ value. The Board 
sustained the taxpayer. It held that the parties never 
intended to purchase intangibles; that— 


‘‘The evidence * * * shows that no part of the 
purchase price was paid for intangibles and, further, 
that any ‘going concern value’ attached to the line 
exhausted with the line itself.”’ 

The evidence in the present case, with respect to the 


patents, is the same: the parties did not intend to buy 
good will; anvthing resembling good will was not a sepa- 
rate asset but inhered in the patents, and became ex- 
hausted along with the patents. 


In two later cases, the Tax Court followed the Republic 
Steel case, supra, holding that the total price which the 
taxpayer had paid for an aggregate of assets was attrib- 
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utable to patents or other depreciables, and that no part 
thereof was attributable to good will, where witnesses had 
testified that good will was not considered a separate 
asset, that all the value was thought to be attributable 
to the other assets and that there was no intention to 
buy or sell good will as sueh. 


American Fork & Hoe Co. v. Commissioner, T. C. 
Memo Op., Sept. 22, 1943, Docket Nos. 108334, 108503, 
2 TCM 842, 846, 847; 

Addressograph-Multigraph Corp. et al. v. Commis- 
sioner, T. C. Memo Op., Feb. 5, 1945, Docket Nos. 
109181-108187, 111395, 4 TCM 147, 155. 


On the evidence, a similar conclusion is required in the 
present case. 


C 


The Tax Court erred in sustaining a deduction of $294,- 
842.41 from total cost in arriving at the cost of patents, 
when a value of $239,821.05 was stipulated. 


The respondent deducted, in arriving at petitioner’s 
cost of the patents, $294,842.41 for ‘‘net assets other than 
good will’? (R. 51, 65), whereas a value of $239,821.05 for 
the tangible assets was stipulated (Stip #7, R. 23). The 
difference is $55,021.36, and, as the facts show, resulted 
from a mathematical error—not from a deliberate alloca- 
tion of values. 


The Tax Court sustained respondent’s action on the 
ground that the agreement of the former owners of the 
business not to compete, and the ‘‘large backlog of con- 
tracts,’’ might be worth this difference (R. 66). 


This falls on analysis. Mr. Mitchell testified that the 
‘‘agrcement not to compete’? was merely a routine ‘‘ens- 
tomary agreement’? (R. 102). It was particularly un- 
important in this ease sinee hoth of the former owners, 
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Boeger and Mitchell, agreed to and did continue with the 
new company after they sold out (R. 34, 99) and Mitchell 
testified that he was employed by the new company for 
five years—the full length of the agreement not to com- 
pete (R. 56, 102). There was no testimony by the respond- 
ent that such agreement had a value. Similarly, the Tax 
Court relied in part on the ‘‘large backlog of unfilled 
orders’’ to justify its sustaining the good will item (R. 
63); yet, it relied on this same item (this time called 
‘large backlog of contracts’’) to justify the figure placed 
on ‘‘net assets other than good will’? (R. 66). This is 
sheer duplication; it is a case of blowing hot and cold at 
the same time. 


The plain fact is that there were no such ‘‘assets other 
than good will.’’ The origin of this $55,021.36 item is 
clearly traceable to an error in the revenue agent’s 1934 
computation (R. 51). 


The net tangible assets reflected on petitioner’s 1929 
balance sheet (R. 49) add up to $239,821.05. 


JUNO) ces REE eee $35,939.40 
Schintes arn nnnnn reo 73,938.48 
Machinery & Equipment .................. $91,009.70 
Less: Depreciation Reserve ........ 12,760.82 78,247.88 
aPeriioliclolener Sale .............-..-.-.cs0c-cceceseeeseeszseesee 2,050.32 
Pueeawmbseivecervable -........--.--..---s.-s-seccceeseereeees 2,815.00 
oy ae nenennee en ene 50,896.77 
TO) EE ae $243,483.85 
Less: 
PCeOMeiemEyOIG ...............---c-20ccseee 2,815.00 
EeermcueeryrOll _.........-...-.-----cecoaseees 847.80 
a 3,662.80 
Elecimienmmogle ASSCLS -.._..-..--.-2..--ctsce es eee eee nenee ee $239,821.05 


Patents were carried on this balance sheet at $55,021.36 
(R. 49). In the 1934 computation, the agent valued pat- 
ents as follows (R. 51): 
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Actual value paid by Harley Clarke for 


TOURS CUS scene ce ee eee ae eee eee $1,475,000.00 
Less: Net assets other than good will ...... 294,842.41 
Considered as value of patents -..................- $1,180,157.59 


Breaking down the $294,842.41 item to show its compo- 
nents, the computation becomes: 


Actual value paid by Harley Clarke for 


OSE EAI cet Us eee eet cer ot cede =e re ee $1,475,000.00 
Less net assets other than good 
will 
CDE ey | 1S em maa = c eeneeoeeees: $239,821.05 
Book value of patents ............ 50,021.36 
294,842.41 
Considered as value of patents ...................- $1,180,157.59 


The agent in his 1934 computation simply erroneously 
added the book value of the patents to the tangibles in 
arriving at what he considered the actual value of the 
patents. Since his purpose was to compute the actual 
value of the patents, he should, of course, have eliminated 
their book value as follows: 


Actual value paid by H. L. Clarke for 


LOMaerle SC UGs .. sukcaee, A i eee ae $1,475,000.00 
Less net value of tangible assets _............... 239,821.05 
Considered as value of patents ..................-. $1,235,178.95 


Clearly, therefore, the $55,021.36 item, which the Tax Court 
says nay have been due to the agreement not to compete 
and to the backlog of orders, is in facet simply the value at 
which patents were originally carried on the books, which 
erroneously found its way into the agent’s computation. 


It is taxing coincidence beyond the bounds of credibility 
to suggest that the identical figure, to the penny, is both 
the 1929 hook value of the patents and the value of the 
intangibles on which the Tax Court relies. Therefore, 
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whether petitioner’s basis is to be measured by the price 
which it paid for the patents, or, as respondent contends, 
by the price which Clarke paid, it is clear that, at he 
very least, the basis must be acinaied to include this 
$55,021.36 item. 


The Dobson rule of course has no application to the Tax 
Court’s conclusion on this point, both because the evidence 
does not support such a conclusion and because, as we 
have shown, it has its origin in pure mathematical error. 


IT 


If Petitioner’s Basis Is to Be Measured by Clarke’s Cost 
Respondent’s Computation Must Be Adjusted 
to Show Clarke’s True Cost. 


The theory of the respondent, and of the Tax Court, 
was that petitioner’s basis must be measured by the price 
which Clarke, rather than petitioner, paid for the assets. 
Petitioner, in the first section of this brief, has shown why 
it believes this position to be untenable. However, if, con- 
trary to petitioner’s contention, this Court should accept 
respondent’s theory on this branch of the case, then, at 
the very least, Clarke’s cost, as computed by respondent, 
must be corrected in two respects: (1) to eliminate the 
mathematical error of $55,021.36 which the agent made 
in computing the ‘‘value of patents’’; and (2) to reflect 
the commissions which Clarke paid in order to acquire 
the assets. 


The first adjustment, the $55,021.36 item, has been dis- 
cussed at length immediately hereinbefore, in section I-C. 
The commissions item will accordingly be discussed here. 


Harley L. Clarke testified, as a government witness, 
that he paid some ‘‘very good sized commissions’’ to 
acquire the assets of Mitchell of California. He placed 
these commissions at between $350,000 and $400,000 (R. 117, 
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118, 122). This, of course, was in addition to the $1,475,000 
which he paid to the owners of Mitchell of California 
for the assets themselves (R. 122). His testimony on 
this point was not questioned or disputed in any way. 


The Tax Court, however, has used as Clarke’s cost of 
the assets only the $1,475,000 figure and has failed to 
take into aecount this large commission item (R. 64, 65). 


Commissions paid in acquiring property must of course 
be added to the price paid in determining the cost basis. 
Helvering v. Winmill, 305 U. S. 79, Tonningsen. v. Com- 
missioner of Internal Revenue, 61 F. 2d 199 (CCA 9th); 
Young v. Commissioner of Internal Revenue, 59 F. 2d 691 
(CCA 9th). 


The Tax Court has sought to justify the omission of 
the commissions from Clarke’s cost on the ground that 
“‘to whom they were paid or for what service rendered, 
we are not advised’’ (R. 64), and has apparently con- 
fused these commissions with a different commission item 
of $100,000 appearing in a Senate Committee exhibit 
(Ex. G), (R. 65). But Clarke, as a government witness, 
testified that the $350,000 to $400,000 commissions were 
‘‘outside of what appears on the exhibit’”’ (R. 118). And 
he stated specifically that he paid these commissions ‘‘on 
the Mitchell Camera Corporation acquisition’? (R. 122, 
117, 118). It makes no difference, for present purposes, 
to whom the commissions were paid; the important fact 
is that they were paid for acquiring Mitchell assets. But 
if elaboration were desired, the respondent, whose wit- 
ness Clarke was, should have questioned him further, for 
this was testimony affecting respondent’s defense of his 
prior action. The burden shifted to him to overcome 
the testimony of his own witness if he could. The Tax 
Court does not intimate that it discredits Clarke’s testi- 
mony that he paid these commissions, even if it were at 
hberty to do so. It makes no finding either way. It 
says, merely, that ‘‘more evidence than this is required 
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upon which to base a finding of additional cost by reason 
of commissions paid.’’ (R. 65). But the evidence is clear, 
unequivocal, and undisputed that Clarke paid $350,000 
to $400,000 in commissions in order to acquire the Mitchell 
of California assets. No more than this is either neces- 
sary or relevant to support petitioner’s position. The 
commissions must therefore be included in computing 
Clarke’s cost of the assets, and it was clear error to 
exclude them. Cf. Cohan v. Commissioner, 39 F. 2d 540 
(CCA 2d); Isbell Porter Co. v. Commissioner, 40 F. 2d 
432 (CCA 2d). 


The Dobson rule does not preclude reversal where the 
Tax Court has simply disregarded, though it has not dis- 
eredited, unequivocal and unrefuted testimony adverse to 
the party who called the witness. Moreover, the Tax 
Court did not find that the claimed commissions were not 
paid. It based its decision on what it regarded as in- 
sufficient evidence (R. 65). Whether the evidence was 
sufficient to justify a finding that the commissions were 
paid is of course a question of law which this Court 
may review. 


In any event, if the Tax Court deemed more evidence 
on this issue essential to a decision it should have 
afforded the parties an opportunity to supply it, or have 
made a fair approximation under the Cohan rule. There- 
fore if this Court, contrary to our contentions, likewise 
deems additional evidence important to a decision, the 
ease should be remanded either for an allowance of an 
approximation or for a re-hearing to supply the data 
in order that justice may be done. Doernbecher Mfg. Co. 
v. Commissioner, 80 F 2d 573, 574 (CCA 9th); Lewis et al, 
Trustees v. Commissioner, 160 F' 2d 839 (CCA Ist). 


0) 
III 


The Depreciation of the Patents Should Be Computed by 
Reference to the Full Life of All the Patents Rather 
than on a Composite Average Life Basis. 


Section 23 of the Internal Revenue Code (1939) pro- 
vides that— 


‘‘In computing net income there shall be allowed 
as deductions: 


‘*(1) Depreciation.—A reasonable allowance for 
the exhaustion, wear and tear of property used in 
the trade or business, including a reasonable allow- 
ance for obsolescence. * * *’’ 


The respondent’s regulations lay down the proper rules 
for computing depreciation under this provision of the 
law. Reg. 103, Sec. 19.23 (1)-1 states that: 


* * * The proper allowance for such depreciation 
is that amount which should be set aside for the 
taxable year in accordance with a reasonably con- 
sistent plan (not necessarily at a uniform rate), 
whereby the aggregate of the amounts so set aside, 
plus the salvage value, will at the end of the useful 
life of the depreciable property, equal the cost or 
other basis of the property * * *.’’ (Emphasis 
added.) 

The provisions of respondent’s ‘‘Bulletin F’’? (272) (re- 
vised January 1942) are substantially the same. Simi- 
larly, Reg. 108, See. 19.23 (1)-7, dealing specifically with 
patents or copyrights, says: 


‘c* * * The allowance should be computed by the 
apportionment or other basis of the patent or copy- 
right over the life of the patent or copyright since its 
grant, or since its acquisition by the taxpayer, or in 
the case of a copyright, since March 1, 1913, as the 
case may be.’’ (Emphasis added.) 


These regulations recognize, and indeed require, deprecia- 
tion of patents over their entire life, which is of course the 
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17 year statutory life. And, as this Court said in Douglas 
County Light & Water Co. v. Commissioner, 43 F. 2d 904, 
905 (CCA 9th): 


‘‘A Treasury regulation has the force and effect 
of law unless it is in conflict with an express statu- 
tory provision.”’ 


The regulations undoubtedly reflect Congress’ intent, in 
providing for a depreciation allowance, that depreciation 
be spread over the entire life of the assets. The Supreme 
Court has pointed out that: 


‘Congress has provided for deductions of annual 
amounts of depreciation which, along with salvage 
value, will replace the original investment of the 
property at the time of its reterement.’’ (Hmphasis 
added). Virginian Hotel Corp. v. Helvering, 319 U.S. 
HVT Siaee 

This is the only sound and reasonable basis for taking de- 
preciation, both from an accounting and economic point 
of view. Detroit Edison Co. v. Commissioner of Internal 
Revenue, 319 U.S. 98, 101. 


Where a group of patents are acquired, having varying 
lives, the requirement that depreciation be spread over 
their full lives is met by following the formula which the 
Board of Tax Appeals adopted in Simmons Company v. 
Commissioner, 8 BTA 631, 644 (aff’d 33 F. 2d 75, cert. den. 
280 U. S. 588). Under that formula, the allowable de- 
preciation deduction in each year would be an amount 
bearing the same ratio to the total value of all the 
patents as the patent life expiring in that year bears to 
the total unexpired life on the date of acquisition. De- 
preciation is thus spread over the entire life of all the 
patents. This is the only formula which will satisfy the 
quoted regulations and is the one which appellant wishes 
to use in this case. The respondent, on the other hand, 
would require that petitioner’s depreciation be taken over 
a period of the average lives of the patents from the date 
of acquisition—12.3666 years. 
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The thirty patents acquired by petitioner had life ex- 
piration dates extending from 1936 to 1950; seventeen of 
these patents will expire after the last year in which 
respondent has allowed depreciation (Ex. 16). Clearly, 
respondent’s insistence that the patents be depreciated on 
an average life basis cannot be squared with his regula- 
tions, requiring depreciation to be spread over the entire 
‘‘life of the patent.’”’ 


The cases upon which the Tax Court relies to sustain 
the average life formula (R. 67) all involved entirely dif- 
fereut issues from that in this case. In Union Metals 
Mfg. Co., 4 BTA 287, and Syracuse Food Products Corp., 
21 BTA 865, the Board merely held that a group of 
patents need not be valued and depreciated individually, 
but might be depreciated as a group over their average 
lives. In Prophylactic Brush Co., 26 BTA 676, the Board 
held that, where an original invention was patented in 
1909, and improvements in 1915, depreciation would be 
over the average life of both, rather than over the life of 
the last patent as contended for by the Government. In 
these cases, the parties were agreed that if the patents 
were to be considered as an aggregate, depreciation would 
be on the average life basis. While the Board in these 
cases does tolerate or ‘‘recognize’’ the average life formula, 
as the Tax Court says (R. 67), it did not have before it, 
and did not decide, the issue now presented; namely, 
whether a taxpayer who wishes to depreciate patents over 
their entire useful life as the regulations require may 
instead be compelled to use an average life formula which 
exhansts his basis long before the end of the life of the 
patents. 


This Court had an analogous situation presented in 
Wells Fargo Bank & Union Trust Co. v. Commissioner, 
No. 11502, decided Angust 27, 1947. The question there 
was whether the cost of cancellation of a lease for the 
purpose of obtaining a new lease should be amortized over 
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the term of the new lease, or the unexpired term of the 
old lease. The Tax Court, relying on earlier Board cases, 
has held that the cost must be amortized over the un- 
expired term of the old lease. This Court reversed, hold- 
ing that the cost of cancellation was amortizable over 
the term of the new lease. With reference to the Board 
eases on which the Tax Court had relied in reaching a 
contrary conclusion, this Court said: 


‘While it may be admitted that the Tax Court has 
gradually evolved such a rule [amortization over un- 
expired term of old lease], vet * * * the question of how 
the cost of cancellation was to be amortized was never 
presented. In all the cases cited in the Tax Court opin- 
ion, the taxpayer argued that the cost of cancellation 
should be deductible as an ordinary expeuse of doing’ 
business while the Commissioner claimed that the 
amount was amortizable. Newther side ever raised the 
issue of the period of amortization. * * *.’?? (Kmphasis 
added) 

Similarly, in the present case, the issue now presented, 
as to the period of depreciation, was never raised or de- 
cided in the Board cases upon which the Tax Couit relies. 
Those cases are therefore not persuasive here. Moreover, 
so far as appears, the question has never been raised in 
or decided by an appellate court. Petitioner submits that 
for reasons heretofore stated it should now be decided in 
accordance with its position. 


The Wells Fargo case, supra is important here in an- 
other respect. There, as here, the taxpayer contended that 
amortization should be spread over one period while the 
Commissioner contended for another. Plausible argument 
could be, and was, advanced in support of both positions. 
Yet this Court held that the ‘‘decision of the Tax Court 
in this matter denying to petitioner the right to amortize 
the cost of cancelling the old lease over the terms of the 
new lease, should be and hereby is reversed.’’ Similarly, 
in the present case, even if the average life formula is one 
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possible method of depreciating patents, yet it is unques- 
tioned that the ‘‘full life’’ formula set forth in the Simmons 
case is also a proper and reasonable method, and the only 
method which spreads the basis over the full life of the 
patents. The taxpayer in this case, therefore, like the tax- 
payer in the Wells Fargo case, should not be denied the 
tight to use an admittedly proper method of depreciation 
simply because the respondent desires it to use some other 
method. 


But the Tax Court seems to imply that petitioner is 
estopped to depreciate on a full life basis now because for 
some years it used the average life formula fixed in the 
revenue agent’s 1934 eomputation. It erroneously relies 
on Virginia Hotel Corporation v. Helvering, 319 U. 8. 528 
for this proposition (R 67). The Supreme Court held in 
that ease that where the Commissioner had determined 
the useful life of equipment to be greater than petitioner 
had claimed, resulting in a lower annual rate of deprecia- 
tion, the petitioner might not apply this lower rate to 
the prior vears 1931-1936 (years not in controversy) so 
as to create a higher remaining basis for depreciation in 
the taxable year (1938). This was because depreciation 
at the old rate for prior years had been ‘‘allowed’’ under 
sec. 113 (b)(1)(B) of the Internal Revenue Code, by ac- 
ceptance of the former returns without challenge, 319 U. 8. 
at 527. The issue there related to cumulative depreciation 
rather than to current depreciation. 


Whether the Virginian Hotel doctrine should bar peti- 
tioner from revising its basis for the prior years 1932 
through 1938 to reflect the depreciation properly allowable 
is a question which is discussed in a subsequent section of 
this brief (infra p. 36). Whatever the answer to that ques- 
tion may be, it is certainly clear that the Virginian Hotel 
ease has no application to the years 1939 through 1941 
sinee these are the years as to which petitioner’s tax la- 
hility is here in issue. These years are before the Court in 
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this proceeding and are still open to depreciation adjust- 
ments of any kind, for as to them no depreciation has been 
finally ‘‘allowed.’’ There can therefore be no question of 
‘Cestoppel,’’ or otherwise, as to petitioner’s right to take 
depreciation on a full life basis under the Simmons formula 
for the years 1959 through 1941. 


The total life of the patents acquired by petitioner was 
4452 months, with 212, 204, and 204 months being exhausted 
in the years 1939, 1940 and 1941, respectively (Hix. 16). 
Applying the Simmons rule to $2,860,178.95, petitioner’s 
cost of the patents, the allowable depreciation for these 
years would be: 


1939 $136,199.40 
1940 131,059.80 
1941 131,059.80 


In contrast with the above, respondent has allowed depre- 
ciation as follows: 


1939 $ 95,430.50 
1940 95,430.50 
1941 13,637.89 


(These figures differ from those shown in respondent’s 
notice of deficiency and the Tax Court’s opinion (R 55) 
because in the Rule 50 computation the respondent acknowl- 
edged that depreciation allowed to December 31, 1938, on 
the original patents should be $975,658.70 instead of $1,- 
035,939.75 as shown in the notice of deficiency (R 14) and 
the Tax Court’s opinion (R 55). This accounts for most of 
the difference between the deficiency originally proposed 
($73,478.94) (R26) and the amount fixed in the Tax Court’s 
decision ($47,720.78) (R 68). 


The petitioner submits that, whatever its basis be for 
the patents, it is entitled to use the Simmons, or full life, 
method of depreciation. 


IV 


The Cumulative Depreciation on Patents to December 31, 
1938, Should Be Adjusted to Reflect the Correct 
Amount of Depreciation for Prior Years. 


tn his 1934 computation, respondent determined that an 
annual patent depreciation of $95,430.50 was allowable 
on an average life formula of 12.666 years (R. 51). Peti- 
tioner has shown in prior sections of this brief that the 
respondent erred both in the cost basis which he fixed for 
the patents, and in requiring depreciation on an average 
life, rather than full life, formula. Therefore, the amount 
of depreciation by which the basis was reduced as of De- 
cember 31, 1938, should now be adjusted to reflect the cor- 
rect cumulative depreciation on the correct basis of the 
patents, whether computed by the full life or average life 
formula. 


Such correction will not result in a windfall or unde- 
served advantage to petitioner, since it sustained substan- 
tial losses during the years 1932 through 1938 and there- 
fore secured no tax benefit from the excessive deprecia- 
tion charges (R 52, 53). (There might be a small tax 
benefit for the single year 1936, but petitioner does not 
eontend for correction to the extent that this would result 
in tax benefit having been realized.) The government will 
not therefore be prejudiced in any way if the basis is now 
made to reflect the amount of depreciation properly allow- 
able in prior years. 


Nor is Virginian Hotel Corporation v. Helvering, 319 U. 
S. 523, a bar to correction of these past errors. The Supreme 
Court held in that ease that a taxpayer who in prior years 
had taken depreciation on the basis of a short life estimate 
could not, upon determination of a longer life estimate, 
go back and revise his basis to reflect the new estimate. 
There is no question in the present case of revising the 
estimated life of assets, since patents have a fixed statu- 
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tory life of seventeen years. Obviously, in the present 
case, the petitioner’s taking depreciation at an average of 
$107,000 (R. 52, 53) when the respondent in 1934 had fixed 
a rate of $95,430.50 (R. 51), with no resulting tax benefit, 
was due to pure error. Likewise, if, as petitioner belicves, 
the Simmons formula, rather than the average life formula, 
should have been used, the resulting rate of depreciation 
is based on mathematical error. Nothing in the Virginian 
Hotel case holds or implies that errors of this sort, which 
resulted in no tax benefit, are bevond correction. The situa- 
tion here is no different tax-wise from that where an erron- 
eous figure is listed for depreciation through typographical 
error. It cannot be said that depreciation is ‘‘allowed’’ 
within the meaning of the statute ($§ 118 (b) (1) (B) 1RC), 
merely by acceptance of the return, where the figure listed 
for depreciation is based upon pure mistake and the cor- 
rection of the figures would have made no difference in 
the tax. 


Moreover, the case of Rainier Brewing Company v. Com- 
missioner, 7 'T. C. 162 (affirmed by this Court January 9, 
1948), indicates that the Virginian Hotel case does not re- 
quire that unallowable depreciation be deducted where 
intangibles are involved. In the Rainier case, the taxpay- 
er’s predecessor was allowed in prior years unallowable 
obsolesence on a trade name. The Commissioner contended 
that since he had allowed the obsolesence in the audit of 
the returns, the taxpaver could not restore the unallowable 
obsolesence to the basis for the property. The Tax Court 
disagreed, however, holding that the Virginian Hotel case 
was ‘‘not controlling’? and ‘‘is distinguishable on its facts 
and the rationale of that decision is not applicable here.’’ 
7 T. C. at 178. The Court accordingly limited the amount 
by which prior obsolesence reduced the basis to the actual 
tax benefit resulting from the erroneous deduction. 


Petitioner submits that here, as in the Rainier case, the 
patent basis may and should be corrected to reflect only 
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the depreciation properly allowable, except to the extent 
that excessive depreciation actually resulted in tax benefit. 

The Dobson rule is clearly inapplicable to this issue, 
since the question here is one of pure statutory construc- 
tion. As in the Virginian Hotel case, supra, that question 
is, of course, open to appellate review. 


V 


The Tax Court Is an Agency Within the Meaning of the 
Administrative Procedure Act, and Its Procedures and 
the Reviewability of Its Decisions Are Governed by that 
Act. 


The Administrative Procedure Act (60 Stat. 237, 5 U.S. 
C. § 1001) preseribes procedures which agencies of the 
United States must follow in formulating decisions, and 
also sets forth the scope and standard of judicial review 
of such decisions. Both of these features of the Act are 
important in this ease if the Tax Court is an agenev subject 
to the Act. Petitioner earnestly submits that it is such an 
ageney, and that both its procedures and the reviewability 
of its decision are therefore governed by the provisions of 
iat Ae. 


A 


The Tax Court is an agency within the Administrative 
Procedure Act. 


The Administrative Procedure Act applies to all agencies 
of the United States. Section 2 (a) of that Act defines 
‘fagency’’ to mean: 


‘feach authority (whether or not within or subject to 
review by another agency) of the Government of the 
United States other than Congress, the courts, or 
the governments of the possessions, Territories, or 
the District of Columbia.’’ 
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The Tax Court is clearly not a court in any accurate 
sense. The Tax Court’s predecessor, the Board of Tax 
Appeals, was created by the Revenue Act of 1924 (43 Stat. 
253, 338) as ‘‘an independent agency in the exccutive 
branch of the Government.’? The Internal Revenue Code 
(§ 1100) when enacted, described the Board in the same 
way. 


The Supreme Court, in Old Colony Trust Co. v. Commis- 
stoner, 279 U.S. 716, 725 said: 


‘‘The Board of Tax Appeals is not a court. It is an 
executive or administrative board, upon the decision 
of which the parties are given an opportunity to hase 
a petition for review to the courts after the adminis- 
trative inquiry of the board has been had and decided.”’ 


The change of the Board’s name to ‘‘Tax Court,’’ and 
the designation of its members as ‘‘judges,’’? in no way 
affected the status of the tribunal as an independent agency 
in the executive branch. The Committee Report (H. R. 
Rept. No. 2333, 77th Cong. 2d sess. pp. 172, 173) explain- 
ing § 504 of the Revenue Act of 1942 (56 Stat. 957) which 
effected the changes says: 


‘‘Nhis section merely changes the names by which 
the Board of Tax Appeals, its chairman and its mem- 
bers are known. No change is made in its status. The 
Board, which will hereafter be known as the United 
States Tax Court, is continued as an independent 
agency in the executive branch of the Government. 
Thus its status as an executive or administrative board 
as unchanged. Old Colony Trust Co. v. Commissioner, 
eiomees. 716, 725 (1929). * * * The Board and its 
divisions will continue to have the same jurisdiction, 
powers and duties as provided by existing law.’’ (Him- 
phasis added) 


Both the Supreme Court and Circuit Courts of Appeal 
have recognized, since the Board’s change of naine to Tax 
Court, that the tribunal is still ‘‘an independent agency 
in the executive branch of the Government.’’ Commissioner 
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v. Gooch, 320 U. S. 418, 420; Dobson v. Commissioner, 320 
U.S. 489; Hutchings-Sealy National Bank v. Commissioner, 
141 F 2d 422 (CCA Sth). 


The Tax Court, like other agencies, is therefore clearly 
subject to the Administrative Procedure Act unless Con- 
eress intended to exempt from the Act not only tribunals 
which are courts in fact but also an administrative agency 
which is called a court. But neither the Act itself nor its 
legislative history evinees any such intent. On the con- 
trary, they indicate that Congress intended the Act to 
apply to the Tax Court as fully as to other agencies of the 
government. 


The committee reports make clear that the definition of 
‘‘agoney’’? in the Act excludes only ‘‘legislative, judicial, 
and territorial authorities’? and includes ‘‘any other ‘au- 
thority’ ’’. Legislative History, Administrative Procedure 
Act, Senate Document No. 248, 79th Cong. 2d sess., pp. 196, 
252 (hereinafter cited Legis. Hist.). Congress’ intention to 
exclude ‘‘judicial authorities’’ from the operation of the 
Act does not justify exempting a body which it had prev- 
iously set up as ‘‘an independent agency in the executive 
branch of the Government.’’ Agencies in the executive 
branch are precisely what the definition is designed to in- 
clude. It cannot be assumed that Congress, when it en- 
acted the Administrative Procedure Act and made it apply 
to all agencies, was ignorant of its own law of a few years 
before setting up the Tax Court as an independent agency 
in the exeeutive branch. 


A Senate Judiciary Committee Print, (Legis. Hist. p. 12), 
explaining the derivation and meaning of the various pro- 
visions of the Administrative Procedure Act, says that the 
definition of ‘‘agency’’ in that Act is substantially the same 
as in the Federal Register Act. This is reasonable, since 
agencies must utilize the Federal Register in complying 
with several of the provisions of the Administrative Pro- 
cedure Act. The Federal Register Act, like the Adminis- 
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trative Procedure Act, defines ‘‘agency’’ broadly to in- 
clude all authority in the executive branch but to exclude 
specifically the legislative and judicial branches (Sec. 4, 
49 Stat. 500, 44 U.S. C. 304). The Tax Court, both before 
and after its change in name, has regarded itself as an 
‘Cagency’’ rather than a ‘‘court’’ within the Federal Regis- 
ter Act, for it has consistently published its rules as ‘‘agen- 
cies’? under that Act are required to do. (See Title 26, 
Chapter III of Code of Federal Regulations, and annual 
supplements; also 1 CFR § 2.2(d)). Yet, in view of the in- 
ter-relation of the two Acts, and particularly of their re- 
spective definitions of ‘‘agency’’ it seems clear that if the 
Tax Court is an agency for purposes of the Federal Regis- 
ter Act, it is equally an agency for purposes of the Adminis- 
trative Procedure Act. 


Further examination into the history of the Administra- 
tive Procedure Act bears out petitioner’s position that the 
Tax Court is an agency subject to the Act. 


The Attorney General’s Committee on Administrative 
Procedure, appointed in 1939 at the request of the Presi- 
dent to investigate the ‘‘need for procedural reform in the 
field of administrative law,’’ made exhaustive studies cov- 
ering most of the agencies in the executive branch. The 
results of its studies were published in a ‘‘Final Report of 
the Attorney General’s Committee on Administrative Pro- 
cedure,’’ (Sen. Doe. No. 8, 77th Cong. Ist sess. (hereinafter 
cited ‘‘Final Report’’)), and twenty-seven monographs 
which it prepared on individual agencies. The Board of 
Tax Appeals was one of the agencies which the Committee 
studied, and one of its monographs discusses the Board. 
Sen. Doe. No. 10, part 9, 77th Cong. Ist sess. pp. 69, 83. 
Nothing in the Final Report or the monograph indicates 
that the Committee regarded the Board as unique or out- 
side its principal recommendations. The contrary would 
seem to be clearly true (see Final Report, p. 167). 
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In a ‘‘Manual’’ which the Department of Justice has 
prepared on the Administrative Procedure Act, the pres- 
ent Attorney General points out (p. 5) that 


‘“The main origins of the present Administrative 
Procedure Act may be found in that [Final] Report, 
and in the so-called majority and minority recom- 
mendations submitted by the Committee.’’ 

And again, on page 8 of the ‘‘Manual,’’ it is stated that 


‘“The legislative history of the Administrative Pro- 
cedure Act really begins with the Final Report of the 
Attorney General’s Committee on Administrative Pro- 
cedure. ’’ 


The Congressional Committee Reports also point out 
that, in preparing the bill which became the Administrative 
Procedure Act, careful attention was paid to the earher 
work of the Attorney General’s Committee. (Committee 
Reports, Legis. Hist. pp. 190, 246.). A Senate Judiciary 
Committee ‘‘print’’ was issued showing the parallel be- 
tween each provision of the new proposed law and the 
recommendations of the Attorney General’s Committce 
(Legis. Hist. p. 11 et seq.). 


In the absence of any clear indication to the contrary 
it is reasonable to assume that the coverage of agencies 
by the Administrative Procedure Act is at least as broad 
as that envisaged by the studies and recommendations of 
the Attorney General’s Committee. 


Had the name of the Board of Tax Appeals remained 
unchanged it would seem to be beyond serious dispute that 
the Administrative Procedure Act applied to it. But every 
reason for applying the Act to the tribunal were it still 
called a Board is equally present now that it is called a 
Tax Court, sinee the change in name did not make the 
tribunal any the less an ageney or otherwise affect its 
functions (see supra p. 39). Congress’ purpose, in en- 
acting a uniform code of procedure and standard of judi- 
cial review for all agencies of the government, is as equally 
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applicable to the Tax Court as to other agencies. Had Con- | 
gress intended to exempt the Tax Court, it would have been 
easy enough to say so specifically. 


As against all this, the argument that the Tax Court is 
not subject to the Act is based upon a ‘‘dictum’’ of the 
Attorney General in a letter to Senator MeCarran while the 
bill was pending. Commenting on the exemption of courts 
in §2 of the Act, the Attorney General said— 


‘* Court’ includes the Tax Court, Court of Cus- 
toms and Patent Appeals, the Court of Claims and 
similar courts. This act does not apply to their pro- 
cedure nor affect the requirement of resort thereto.’’ 
Legis. Hist. p. 224. 

The Attorney General does not indicate how he arrives 
at this conelusion with respect to the Tax Court. The Court 
of Customs and Patent Appeals and the Court of Claims 
are quite different; they are legislative courts of record 
provided for in the Judicial Code (28 U.S. C. 301, 241), 
and have been so recognized by the Supreme Court. Hx 
Parte Bakelite Corp., 279 U. 8S. 438; Williams v. United 
States, 289 U.S. 553. It appears that the Attorney General 
was misled by the word ‘‘court.’’ In any ease, it is clear 
that he had not carefully considered the problem, and his 
‘‘dietum’’ is entitled to no weight in construing the legis- 
lative intention in view of the strong evidence to the con- 
trary. 


The Sixth Cireuit Court of Appeals in Lincoln Electric 
Co. v. Commissioner, 162 F 2d 379, held, in line with peti- 
tioner’s contentions here, that the Tax Court is an agency 
subject to the Administrative Procedure Act, and that 
judicial review of the Tax Court’s decisions would be gov- 
erned by that Act rather than by the Dobson rule. It re- 
iterated this view in Dawson v. Commissioner, decided 
September 22, 1947. Petitioner respectfully submits that 
this Court should take the same view. 
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B 


The Judicial Review Provisions of the Administrative 
Procedure Act have broadened this Court’s power to 
review Tax Court decisions. 


Section 10 (e) of the Adminstrative Procedure Act pro- 
vides that the reviewing court shall set aside agency action, 
findings, and conclusions ‘‘unsupported by substantial evi- 
dence,’”’ and that— 


‘In making the foregoing determinations the court 
shall review the whole record or such portions thereof 
as may be cited by any party * * *.”’ 
The House Cominittee report (Legis. Hist. p. 279) explains 
these provisions as follows: 


‘¢ “Substantial evidence’ means evidence which on 
the whole record is clearly substantial, plainly sufficient 
lo support a finding or conclusion * * * and material 
to the issues. * * * Although the agency must do so in 
the first instance, under this bill a will be the duty of 
the courts to determine in the final analysis and in the 
exercise of their mdependent judgment whether on the 
whole of the proofs brought to their attention the evi- 
dence in a given instance is sufficiently substantial to 
support a finding, conclusion or other agency action or 
imaction.’’ (Kimphasis supplied). 


As the Sixth Cireuit Court of Appeals pointed out in the 
Lincoln Electric case, supra, appellate power of review 
‘‘doubtless has been broadened’’ by these provisions. Al- 
though we have shown in previous sections of this brief 
that the Dobson rule does not preclude full review of the 
issues in this case in any event, the Administrative Pro- 
eedure Act is thus an additional and independent reason 
why petitioner is entitled to such review. For the Act has 
clearly restored to appellate courts the powers of review 
which they exercised before the limitations of the Dobson 
rule were imposed. Lincoln Electric Co. v. Commissioner, 
Supra. 
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C 


The Tax Court failed to observe the procedure provisions 
of the Administrative Procedure Act. 


Petitioner on July 24, 1947, filed a motion to vacate and 
set aside the findings and opinion of the Tax Court on the 
ground that the Tax Court is an ‘‘agency’’ governed by the 
Administrative Procedure Act, and petitioner had no op- 
portunity, as required by that Act, to submit its objections 
and exceptions to the Tax Court’s ‘‘initial’’ decision before 
it became final (R 70). The Tax Court denied this motion. 


Section 7 (a) of the Act provides that cases may be heard 
by: ‘‘(1) the agency, (2) one or more members of the body 
which comprises the agency, or (3) one or more examiners 
appointed as provided in this Act.’’ Section 8 (a) provides 
that in cases where the agency itself has not presided at 
the reception of the evidence the officer who presided shall 
make an initial or recommended decision, from which there 
shall be an opportunity for appeal to, or review by, the 
agency. Section 8 (b) provides that a party shall have an 
opportunity to submit exceptions to the decision or recom- 
mended decision of the hearing officer prior to agency re- 
view. On this phase of the Act the Attorney General’s 
interpretation seems correct; he explains this provision as 
follows (Legis. Hist. p. 229) : 


‘<Section 8(b) Prior to each recommended, initial, 
or tentative decision parties shall have a timely op- 
portunity to submit proposed findings and conclusions, 
and prior to each decision upon agency review of either 
the decision of subordinate officers or of the agency’s 
tentative decision, to submit exceptions to the initial, 
recommended, or tentative decision, as the case may 
be. * * & 99 


Since the Tax Court judge who heard this case is a 
member ‘‘of the body which comprises the agency,’’ rather 
than the agency itself, petitioner was entitled, under the 
above provisions of the Act, to file exceptions to his report, 
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and to opportunity for review by, or on behalf of, the Tax 
Court itself. Because the Tax Court takes the position, 
erroneously petitioner submits, that it is a court rather 
than an agency, petitioner was accorded neither of these 
rights. This denial is clearly reversible error under section 
10 (e) (B) of the Act which directs reviewing courts to 


‘hold unlawful and set aside agency action, findings, 
and conclusions found to be * * * (4) without observ- 
anee of procedure required by law * * * .” 

If it is thought that for some reason the Tax Court should 
be exempted from the requirements of the Administrative 
Procedure Act, this of course is a job for Congress rather 
than the courts. A bill which would accomplish this result 
by making the Tax Court a court in fact as well as in name 
is now pending before the Congress. H. R. 3214, 80th Cong. 
1st sess. The fact that the legislators regard such a bill as 
necessary to remove the Tax Court from the operation of 
the Administrative Procedure Act (See Cong. Rec. July 7, 
1947, pp. 8850 et seq) strengthens petitioner’s contention 
that the Tax Court is presently subject to that Act, and 
that its failure to follow the Act’s provisions requires re- 
versal by this Court. 


CONCLUSION 


Wherefore it is submitted that the decision of the Tax 
Court should be reversed. 
Respectfully submitted, 
Harry FRIEDMAN, 
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